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Specification: 

BACKGROUND OF THE INVENTION 

For the section titled Loss Definition and Valuation, please replace all the paragraphs after 

the first paragraph with the following five paragraphs. 

To be eligible to receive insurance payments, insurance buyers must be able to prove 
that they had losses and that those losses fit within the coverage definition of their 
insurance. Losses can be categorized in many different ways such as life, health, property, 
casualty, etc. More generally, losses can be categorized as being direct or collateral 
indirect . 

A direct loss is essentially the loss itself a loss wh e r e th e insur e d p e ril is the proximat e 
caus e of th e loss . A collateral loss, sometimes referred to as an indirect or consequential 
loss, is engendered by the same event that produces the direct loss or by the direct loss 
itself. For example, the direct loss of a factory due to a fire would be the cost of rebuilding 
the factory. The collateral a dgeet losses would be all of the costs associated with the 
inconvenience of not having a workable factory. Direct losses, such as the physical cost of 
the buildings in this example, are typically much easier to estimate than collateral indirect 
losses such as lost income or extra expenses that may result from such an event. 
Management and employees must spend time trying to recover from this event, and there is 
always a significant amount of opportunity cost that can never be adequately assessed. 

Consider for example the loss of an automobile. Since it is a physical thing, it should be 
obvious that there was a loss and the extent of that loss. Nevertheless, the collateral 
indirect costs (for example lost time and other expenses) associated with fixing or replacing 
the car and the opportunity costs of not having a working car are not typically covered by 
insurance. Similarly, insurance may cover the direct cost of paying for and defending 
against a liability claim, but it typically would not cover the costs necessary to restore an 
entity's reputation via an advertising program or to institute new practices and procedures. 
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While collateral Indirect losses vary in size depending on the specifics of the loss, it is 
clear that but they occur with every type of insurable loss. Although insurance can cov e r 
certain limit e d typ e s of indir e ct costs such as th e loss of incom e (busin e ss interruption) and 
"extra" or " e xp e diting" e xp e ns e s that ar e n e c e ssary to r e turn a bu s in e ss to normal after a 
less? In most cases, companies and individuals are not typically insured against collateral 
indir e ot losses because these losses are often too difficult to define in advance or prove 
after the fact to make an insurance transaction e conomically viable for both insurers and 
insurance buyers . 

Furthermore, policyholders often have considerable discretion over collateral indir e ot 
losses, making them impossible to quantify and subject to significant moral hazard. Since 
collateral indir e ot losses are becoming an ever larger part of most companies' loss 
experience, it is no wonder that companies are increasingly frustrated with insurance. 

For the section titled Loss Definition and Valuation, please delete the following three 

paragraphs at the end of this section. 

On e cons e qu e nc e of having a larg e loss i s that an e ntity's futur e insuranc e pr e miums 
may inor e as e . Sinc e this additional cost is not subj e ct to th e discr e tion of th e insur e d, it is 
r e lativ e ly e asy to financ e . To th e e xt e nt that an insur e d is int e r es t e d in purchasing this kind 
of coverag e , an in s uranc e company could just charg e som e e xtra amount of pr e mium to 
smooth th e e v e ntual co s t of th e pr e mium inor e as e . This financing m e chanism is similar to 
a h e ating oil company that charg e s its custom e rs mor e than it would oth e rwis e charg e in 
th e summ e r, wh e n oil pric e s ar e low e r, and l e ss than it would oth e rwise charg e in th e 
wint e r. This smooth e s th e pric e variation of oil so its oustom e rs can mor e accurat e ly 
budg e t for th e ir h e ating cost. 

For clarity, w e ar e d e fining "collat e ral loss e s" to b e a subs e t of indir e ot loss e s that hav e 
not b ee n cov e r e d by insurance b e caus e th e y ar e subject to th e discr e tion of th e insur e d. 
Collat e ral loss e s aris e from insur e d e v e nts but ar e too difficult to defin e , prov e , or measure 
to b e cover e d by an insuranc e policy in th e traditional way. 
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As a r e sult, insurers and r e insur e rs oon purchas e various forms of reinsurance that oov e r 
tho losses and loss exp e nses r e lat e d to th e insuranc e and r e insuranc e that th e y writ e , but 
th e y hav e no m e ans of buying prot e ction for th e collat e ral losses that th e y experienc e from 
th e se sam e e v e nts. Collat e ral loss e s for insur e rs, r e insur e rs, and other int e rm e diari e s 
includ e such things as lost incom e , lost productivity, or e dit loss e s, additional borrowing 
costs, r e putation maint e nance e xp e ns e s, accounting e xp e ns e s, l e gal costs, consulting, and 
oth e r types of discr e tionary e xp e ns e s that ar e related to insuranc e and r e insuranc e loss e s. 



DRAWINGS— FIGURES 

Please replace this section with the following paragraphs. 

Fig 1 shows how an insurer might use a Collateral Coverage Contract in relation to its 
underlying insurance policies and outlines the various parties to these contracts, a 
Collat e ral Coverag e Contract that b e ars a functional r e lationship b e tw ee n its pr e miums and 
th e pr e miums paid for th e underlying insuranc e policy or polici e s as w e ll as a functional 
r e lationship b e tw ee n th e loss e s that ar e r e cover e d und e r th e two contracts. 

Fig 2 shows the relationship between a Collateral Coverage Contract and an underlying 
reinsurance policy or policies and outlines the various parties to these contracts, a 
Collat e ral Coverag e Contract that us e s functional r e lationships to an underlying 
r e insuranc e policy or group of such polici e s to d e termin e th e cov e rag e it will provide and 
th e amount of pr e mium that will b e charg e d for thi s contract . 

Fig 3 is a chart and a table that demonstrates the cost and benefits of Collateral 
Coverage in relation to an underlying group of insurance or reinsurance policies. 
r e lationship b e tw e en a 30% Proportional Collat e ral Cov e rag e Contract and a r e insuranc e 
policy and shows th e co s t s and b e nefits of this cov e rag e. 

Fig 4 is a flowchart that demonstrates how simple and cost effective it is to perform 
underwriting and loss adjustment functions using Collateral Coverage, even for loss 
expenses that are hard to define or prove, wh e n th e pr e miums and loss e s of th e Collateral 
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Coverage Contract b e ar functional r e lationships to th e pr e miums of on insuranc e or 
reinsuranc e policy, or group of policies and th e loss e s r e cov e r e d und e r thos e polici e s. 

DETAILED DESCRIPTION-FIGS 1 - 4--PREFERRED EMBODIMENT 

Please replace the first six paragraphs of the section titled Product Overview with the 

following paragraphs. 

An overview of how an insurer might use a Collateral Coverage Contract in relationship 
to its underlying insurance policies is shown in Fig 1 . Fig 1 shows how an insur e r might 
structure a Collat e ral Cov e rage Contract so as to purchase collat e ral loss cov e rag e on a 
policy or group of polici e s that it has writt e n. Fig 1 also shows the various parti e s to this 
contract and how th e pr e miums and loss e s of this contract may b e r e lat e d to th e pr e miums 
paid for and the loss e s r e cov e r e d und e r an insuranc e policy or group of policies. 

An insurer 1 writes an insuranc e policy or group of insurance policies 2 for an insured or 
group of insureds 3. The insurance polioi e s may hav e on e or mor e cov e rag e parts and may 
sp e cify various d e ductibl e s, r e tentions, limits, coin s uranc e , and e xclusions. The insurer 
uses a Collateral Coverage Contract 4 to purchase collateral loss expense coverage based 
on the performance of th e loss e s it will pay on the insurance contract or group of contracts 
it has written 2. 

The Collateral Coverage Contract has two pre-specified functional relationships to the 
insurance policy: the contract's losses loss paym e nt 5 area is-armathematical function of 
the losses that are recovered under on e or mor e cov e rag e parts of the insurance policy e* 
polici e s ; and the contract's premiums 6 are a mathematical function of the premiums paid 
for on e or more cov e rag e parts of the insurance policy's pr e mium policy or policies. 
Although these relationships may be expressed in many different ways, they must give the 
insurer value and allow a loss protection seller 7 » also r e f e rr e d to as th e cov e rag e s e ll e r^ to 
make money. 

Th e lo s s paym e nt of th e Collat e ral Cov e rage Contract may e xclud e c e rtain typ e s of 
loss e s that ar e r e cov e rabl e und e r th e insuranc e policy or group of polioi e s it r e f e r e nc e s and 
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may sp e cify additional d e ductibles, r e t e ntions, and limits. The loss protection seller 7 may 
be another insurer, a reinsurer, or some other entity that is interested in providing Collateral 
Coverage. 

Fig 2 shows how a Collateral Coverage Contract may be used in conjunction with a 
reinsurance policy or group of reinsurance policies. A reinsurer 10 writes reinsurance 
policies 11 for reinsurance buyers 12 such as insurers and reinsurers. The loss protection 
seller 17 , also r e ferred to as a cov e rag e s e ll e r^ may be another insurer, a reinsurer, or some 
other entity that is interested in providing Collateral Coverage. 

The Collateral Coverage Contract 14 has two pre-specified functional relationships to 
the reinsurance policy or polici e s : the contract's losses loss paym e nt 15 are a is-a 
mathematical function of the losses that are recovered under the insurance policy on e or 
mor e cov e rag e parts of the r e insuranc e policy or polici e s ; and the contract's premiums 16 
are a mathematical function of the reinsurance policy's premiums paid for on e or mor e 
cov e rage parts of th e r e insuranc e policy or polici e s . Although this relationship may be 
expressed in many different ways, it must give the buyer value and allow a loss protection 
seller 17 to make money. 

Please replace the first paragraph of the section titled Method of Underwriting and Loss 

Adjusting with the following paragraph. 

The flowchart in Fig 4 illustrates how an entity that desires to sell Collateral Coverage 
could use this business method to eliminate most of the work that is currently required to 
underwrite loss coverage and to adjust claims. First, a coverage seller creates two 
functional relationships 20. One relationship defines the losses paid by Collateral 
Coverage in terms of the losses that will be recovered under on e or mor e cov e rag e parts of 
an insurance or reinsurance policy or group of such policies, and the second relationship 
defines the premium of the Collateral Coverage Contract in terms of the premiums paid for 
these policies on e or mor e cov e rag e parts of th e s e polici e s . Next, the coverage seller 
communicates its willingness to offer coverage on these terms to potential buyers 22. For 
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example, the following schedule might be used to communicate that the coverage seller is 
willing to provide Collateral Coverage on a basis that is proportional to the underlying 
insurance or reinsurance. 

Please delete the following six new paragraphs after the first paragraph of the section titled 

Method of Underwriting and Loss Adjusting. 

Defining loss cov e rag e involv e s throe d e cisions. First, on e must sp e cify th e loss 
payments on which th e Collat e ral Cov e rage Contract will b e based. This involv e s 
specifying on e or more cov e rag e parts of th e insuranc e or r e insurance polioi e s and any 
typ e s of loss e s paid within th e se cov e rag e parts that will b e e xclud e d from th e Collat e ral 
Coverag e Contract. 

Exclusions may b e bas e d on th e cause of loss such as a hurrican e , t e rrorism, e arthquak e , 
etc. Loss e s may b e e xclud e d becaus e th e y did not occur in conjunction with som e 
particular typ e or caus e of loss. Th e y may also be bas e d on th e r e lationship of loss 
paym e nts from diff e r e nt cov e rag e parts of an insuranc e policy. For e xampl e , on e might 
sp e cify that th e r e will b e no Collat e ral Cov e rag e paym e nt unl e ss a paym e nt is made und e r 
a particular cov e rag e part of th e insuranc e or reinsuranc e policy or polioi e s to which it 
r e f e rs. Exclusions may b e bas e d on many oth e r factors as well. 

S e cond, on e must d e fine the r e levant rang e of th e Collat e ral Cov e rag e by sp e cifying any 
d e ductibl e s, r e t e ntions, and limits that will r es trict th e amount of this lo ss payment. Third, 
on e must specify the math e matical function that will b e us e d to d e t e rmin e how much th e 
Collat e ral Cov e rag e payment will b e for a giv e n amount of th e sp e cifi e d lo s s that i s paid 
ov e r this r e l e vant rang e . 

This math e matical function may b e structur e d s o that th e Collateral Cov e rag e is 
proportional or nonproportional to th e loss r e coveri e s sp e cifi e d within th e r e l e vant range. 
Thi s cov e rag e is proportional if it sp e cifi e s a p e rcentag e of Collat e ral Cov e rag e for every 
dollar of loss r e cov e ry within th e r e l e vant rang e . For e xampl e , on e might specify that th e 
Collat e ral Cov e rag e payment will b e 10% of a particular prop e rty insuranc e policy's 
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paym e nts mad e und e r Cov e rage A, e xcluding losses from hurrican e s, l e ss a $5,000 
deductible, and subj e ct to a limit of $5 million. 

Nonproportional Collat e ral Cov e rage may sp e cify a binary relationship, i. e . if th e r e ar e 
insured loss r e cov e ri e s within th e r e l e vant rang e a particular sum of mon e y will b e paid. 
Alternativ e ly, nonproportional Collat e ral Cov e rag e may be scal e d bas e d on th e siz e of th e 
losses r e cover e d within th e rel e vant rang e . For e xampl e , on e might sp e cify loss coverag e 
that pays nothing for th e first $100 thousand of sp e cifi e d loss r e cov e ri e s, pays 10% of 
sp e cifi e d loss r e cov e ri e s betw ee n $100 thousand and $1 million, and th e n pays 20% of 
specified loss r e cov e ries subj e ct to a limit of $2 million loss cov e rag e . 

Having d e veloped loss paym e nt and premium relationships bas e d on on e or mor e 
coverage parts of an insuranc e or r e insurance policy or group of such polici e s, th e cov e rag e 
s e ll e r us e s som e means of communicating this information about its willingn e ss to offer 
oov e rag e on th e s e t e rms to potential buy e rs 22. This could b e communicat e d via an 
int e rm e diary, a t e l e phon e , radio, mail, th e int e rn e t, or any oth e r m e ans of oommunioation. 
For e xampl e , th e following schedul e might b e us e d to communicat e that th e cov e rag e s e ll e r 
is willing to provid e Collat e ral Cov e rag e on a basis that is proportional to th e und e rlying 
insuranc e or r e insuranc e . 

Please replace the paragraph Additional Embodiments with the following paragraph. 

Although the basic methodology for Collateral Coverage remains the same as described 
above, there are numerous embodiments of this concept. This method can be applied to all 
types of insurance and reinsurance policies including property, casualty, health, and life 
insurance coverages lif e , disability, work e rs' comp e nsation, e tc . Collateral Coverage can 
be offered by insurers, r e insur e rs^ banks, or other types of entities. Furthermore, Collateral 
Coverage can be offered in the form of an insurance policy or some other type of contract, 
act as an e ndors e ment to an e xisting insurance or reinsurance policy, or tak e many oth e r 
contract forms . Collateral Coverage may be offered in amounts that are directly 
proportional or indirectly related to the premiums paid and the losses that are recovered 
from the underlying insurance or reinsurance coverage. 
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Please delete the following two paragraphs from the section titled Additional 
Embodiments. 

Collat e ral Cov e rag e off e rs tr e m e ndous fl e xibility in d e fining math e matical functions 
that can b e appli e d to insur e d loss paym e nts. This function can b e based on the loss e s paid 
on on e or mor e coverag e parts of an insuranc e or r e insuranc e policy or group of such 
polici e s and can limit such cov e rag e further by sp e cifying additional e xclusions, 
deductibles, r e t e ntions, and limits. Having sp e cifi e d th e loss recoveri e s and a r e l e vant 
rang e ov e r which th e Collat e ral Cov e rag e appli e s, on e can th e n cr e at e math e matical 
functions that b e ar all typ e s of proportional and nonproportional r e lationships to th e 
r e l e vant rang e of sp e cifi e d insur e d loss paym e nts. 

Also, Collat e ral Cov e rag e l e nds its e lf to many diff e r e nt business mod e ls. On e might 
pr e d e fin e acc e ptabl e combinations of loss payments and pr e miums and oommunioat e this 
information to pot e ntial buy e rs so as to substantially r e duc e transaction e xp e ns e s. 
How e v e r, this is not n e c e ssary to mak e Collat e ral Cov e rag e valuable and worthwhil e . 
Cov e rag e s e ll e rs could just indicat e th e ir willingn e ss to off e r this typ e of cov e rag e , and s e t 
th e ir pr e miums on a cas e by cas e basis. 



